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Students’ Department
Edited by H. A. Finney
[Note.—The fact that these answers appear in The Journal of Account
should not lead the reader to assume that they are the official answers
of the board of examiners of the American Institute of Accountants. They
are wholly unofficial answers of the editor of this department.]
ancy

AMERICAN INSTITUTE OF ACCOUNTANTS
Examination in Auditing
NOVEMBER 13, 1924, 9 A. M. TO 12.30 P. M.

The candidate must answer all the following questions:

No. 1 (8 points):
Define and distinguish between depreciation, obsolescence and amortization.
State what, in your opinion, are proper rates for writing off four of the following
assets:
1. Brick buildings
2. Bank office equipment
3. Machinery
4. Book plates
5. Steel ships
6. Motion-picture productions
Answer:
Depreciation is the inevitable decrease in the value of a fixed asset resulting
from wear and tear and the lapse of time. Obsolescence is the decrease in
value of a fixed asset, due either to an improvement in manufacturing processes
which makes the asset out of date or to the discontinuance of the demand for a
sole product for the manufacture of which the asset can be used. Amortization
is the process of gradual extinguishment of an intangible asset, such as a patent,
or of a deferred charge, such as discount on bonds.
Depreciation and obsolescence are terms properly applied only to tangible
assets; amortization is a term properly applied only to intangibles. Depre
ciation is inevitable. Obsolescence is contingent. Amortization is usually
inevitable because the extent thereof is usually determined on a time basis.
Depreciation is physical, in the sense that it represents material deterioration
which results in a reduction of operating effectiveness. Obsolescence is not
physical, for an asset in perfect physical condition may become obsolete.
Amortization can not be physical since the term is not applicable to tangible
assets.
Rates
Brick buildings—3% to 5%.
Bank office equipment—5% to 10%.
Machinery—5% to 25%, depending on nature and use.
Book plates—the factor of obsolescence is so great that it is expedient to
write off the entire cost against the first edition unless there is strong
probability that, because of the nature of the book, it will have a sale
extending over a number of years.
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Steel ships—5%.
Motion-picture productions—write off during the first year because of the
obsolescence feature.

No. 2 (8 points):
What items in the balance-sheet of a manufacturing and trading concern
would you normally classify as current assets and current liabilities? State
upon what tests you would rely to determine whether items in part or in en
tirety were properly classified under such headings.
Answer:
Current assets:
Cash
Notes and acceptances receivable
Accounts receivable
Inventories.
In addition to the above named items, balance-sheets often contain, in the
current asset group, stocks and bonds, amounts due from officers and employes
and cash-surrender values of life-insurance policies. As to the first and third
of these items, the propriety of their inclusion in the current group depends on
the definition of “current assets”. If current assets are defined as cash and
other assets which will be converted into cash through the regular operations
of the business, stocks and bonds are not current, unless they represent tem
porary investments during the part of the year when cash requirements are
low; and under this definition, cash-surrender values of insurance policies do
not belong in this group at all. Amounts due from officers and employes
would be properly placed in this group only if they were in a state of current
liquidation. But if current assets are defined as assets which can be converted
into cash if necessary to meet financial requirements, the securities and the
cash-surrender values of insurance policies may be regarded as current.
Current liabilities:
Notes and acceptances payable
Bank loans
Accounts payable
Dividends payable
Accrued liabilities, such as wages, interest and taxes.
As already stated, there is a difference of opinion among accountants as to
what constitutes the test of currency in an asset. Some seem to believe, judg
ing from the items shown in their balance-sheets as current, that all assets which
have a readily realizable cash value and can be disposed of without interfering
with manufacturing or trading operations are current. Others take the posi
tion that an asset is current, not merely because it can be converted into cash,
but because it probably will be so converted in the near future.
Similarly there is no positive rule, accepted by all accountants as applicable
to all cases, for determining what liabilities are to be regarded as current. But
this is not because of a difference of opinion as to the nature of currency, but
because of inevitable time differences in various industries. Roughly, the test
as to liabilities is whether the debt will have to be paid in the near future, and
presumably from cash now on hand or to be realized from assets shown as cur
rent, or by short-time borrowings. It thus appears that the relative immediacy
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of the payment is not the sole test of currency in a liability; for instance, bonds
may be due within a few weeks after the balance-sheet date, but if a re-financing
is in prospect and the bonds will be liquidated with unds obtained by a new
issue of bonds the liability will not be shown as current, because it is not to be
paid from cash on hand or from cash to be obtained by realization of current
assets or by short-time borrowings.
Liabilities are sometimes divided and shown in the balance-sheet as partly
current and partly fixed or deferred. For instance, if serial notes mature in
monthly amounts over a period of two or three years, the notes which will
mature within, say, a year may be shown as current and the remainder of the
notes as fixed or deferred. Or if bonds have been issued with serial maturities,
the bonds shortly to become due may be shown as current and the remainder as
fixed.
No. 3 (8 points):
State your views of a proper differentiation between (a) capital expenditure
and expense, (b) current income and deferred income and (c) deferred charges
and deferred assets.
Answer:
(a) An expenditure consists of a payment or the creation of an obligation to
make a future payment for a benefit received. A capital expenditure is a pay
ment or the creation of an obligation to make a future payment for a benefit
which will be of a permanent nature and adds a value to a fixed asset which did
not appear in the accounts prior to making the expenditure.
The capital expenditure may result in an addition to the fixed assets, or an
improvement thereof, or a restoration of values which have been taken out of
the accounts by entries for depreciation.
Expenses are expenditures which add no permanent values but cover the
costs of current operations.
(b) Current income consists of profits or other earnings which may properly be
regarded as having been realized during the period. Realization does not imply
a collection of cash, but merely the obtaining of a realizable asset. Deferred
income is income which has been taken into the accounts but can not be re
garded as realized because of the necessity of furnishing services or rendering
other benefits in the future in consideration for the charges already made.
(c) There is, so far as I know, no well recognized distinction between de
ferred charges and deferred assets. A distinction might be made by classifying
such items as unamortized bond discount in the deferred charge group and such
items as supplies inventories in the deferred asset group.

No. 4 (8 points):
Describe how you would proceed in the audit of a bank, having a capital of
$1,000,000, to verify the cash on hand and in banks amounting to $2,426,725.90;
the collateral loans; the bank’s own investments.
Answer:
The auditor should obtain control of the cash and the securities and should
keep the total thereof under control until accounted for in full. This may be
accomplished by distributing the staff and making the various cash counts and
security verifications simultaneously, or by placing the securities under seal
while the cash is being counted. Needless to say, representatives of the bank
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should be required to be in attendance with all members of the accountant’s
staff.
Since the cash will consist in part of cheques and other commercial paper to
be deposited in other banks, the integrity of the cash balance depends upon the
validity of these instruments. Hence the auditor should determine whether
any of the paper included in the cash count was later returned because of
insufficient funds or for any other reason.
Accounts with other banks should be verified by confirmations and by recon
ciliation of the current accounts. The draft stub books should be examined to
determine whether or not any drafts have been removed from the back of the
book and used for possible fraudulent purposes.
The collateral loans should be listed and the collateral examined, noting that
such collateral has been endorsed or is accompanied by a proper power of
attorney. Loans should also be verified by confirmation.
The securities representing the bank’s own investments should be examined
and listed or checked against lists furnished to the auditor. Attention should
be given to possible missing coupons clipped in advance.
The question does not appear to require comment on the verification of earn
ings from loans and investments.

No. 5 (8 points):
The total amount of the inventory of merchandise of a trading concern is
shown to have been increasing each year while the gross profits have been
diminishing. State the probable reasons for this and how you would proceed to
discover the real cause. Suggest some method of preventing the over-valuation
of the inventory and the accumulation of unsalable stock.
Answer:
The increase in the inventory may be due to an increase in unit costs, with the
result that the valuation is increasing while the number of units in the inventory
is remaining the same or even decreasing. If this is the case, the fact would
become apparent by a comparison of the quantities and unit costs of the current
and prior inventories. The unit valuations may be found to be legitimate, or
they may be found to be excessive.
Or the increase may be caused by a tendency to purchase quantities in excess
of current requirements. It would therefore be advisable to make a study of
relative turnovers in prior and current periods. If the reduction in gross profits
is the result of a decrease in the volume of sales, without increases in unit costs,
the increase in the inventory would mean a reduction in the number of turn
overs. But if the volume of sales has increased but been offset by a greater
increase in the cost of goods sold, the inventory might properly be increasing,
and no reduction would necessarily appear in the comparison of turnovers.
At any rate, a comparison of gross-profit rates (as distinguished from gross
profit amounts) in various periods and a comparison of turnovers in various
periods should show whether excess purchases are being made or not.
Or the increase may be the result of an accumulation of obsolete merchandise.
This is often a difficult matter for an auditor to detect, as he can not be expected
to be a merchandiser conversant with a variety of industries. Inspection of
merchandise might disclose the existence of obsolete merchandise, but probably
would not. Examination of perpetual inventories would be more likely to
result in disclosures of such a condition.

339

The Journal of Accountancy
As to methods of preventing over-valuation and the accumulation of un
salable stock: over-valuation (as distinguished from an excess of quantities over
normal requirements) would probably be detected by the usual procedure of
testing prices, extensions and footings. The auditor is not expected to prevent
the accumulation of unsalable stock; he is merely expected to ascertain, if
possible, that unsalable stock is not included in the inventory at an unreason
able figure.

No. 6 (10 points):
What procedure would you follow in verifying the inventories of (a) a de
partment store, (b) a manufacturing concern operating a cost system in which
unfinished work is controlled by a ‘‘work in process” account on the general
ledger?
State, as to (b), whether you would accept, as the inventory figure, the
balance in the controlling account or the detailed cost sheets and what circum
stances would govern your decision. Mention two circumstances, apart from
mathematical errors, in which you would ask that the figures presented for
work-in-process inventory be reduced.
Answer:
(a) Inventories of a department store would be verified by tests of prices,
extensions and footings. Some tests might also be made as to quantities.
The verification of a department-store inventory does not differ in principle
from the verification of the inventory of any other trading concern, except that
some department stores make a practice of valuing their inventories by the socalled retail method. This consists of the keeping of a record of purchases and
mark-ons, together with a record of sales at the marked selling prices. This
record is supposed to show the relation between the cost and the marked selling
price of the merchandise. The inventory is then priced on a sales basis, and
this selling price valuation is reduced by the application of the rate of mark-on.
If this method is in use, the auditor should test the mark-on records to deter
mine whether the rates are being accurately computed or not.
(b) In a manufacturing concern operating a cost system, the auditor would
presumably find stores ledgers or perpetual inventories of the raw materials
and finished goods. Quantity tests could be made by comparison of the bal
ances shown by these records with the quantities actually in stock. Price
verifications of materials could be made by reference to purchase invoices and
of finished goods by inspection of production orders. The validity of the values
of finished goods as shown by the production orders would depend upon the
correctness of the cost system, and hence the auditor should give this matter
some consideration.
The decision as to the acceptance of the balance of the work-in-process
account or of the production orders for unfinished work would depend upon the
kind of a cost system operated and upon the accuracy of the results obtained
by it. If the system is such that the work-in-process account is relieved of the
cost of finished goods but is allowed to retain as a balance the sum of the costs
of goods in process, as shown by the production orders and the over-distributed
or under-distributed costs resulting from the difference between actual costs
and costs distributed on the basis of estimated rates, the production orders
would be more accurate than the controlling account. But the production
orders would not show a correct valuation because the values shown by them
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would contain a certain element of mis-statement resulting from the differences
mentioned.
The inventory of work in process should be reduced if, among other possi
bilities, interest has been included in cost, or if the rate used for the distribution
of manufacturing expense is found to have been excessive.
No. 7

(8 points):

Describe how entries dealing with consigned goods should appear on the
books of the consignor and those of the consignee and through what data the
entries arise.
On the books and on the balance-sheet of a consignee, you find among the
items, “Consigned goods unsold $98,425.00” and “Consignor’s account for
unsoldgoods$98,425.00
Are these items strictly inorder? Give your reasons.

Answer:
The consignor’s entries will depend on whether he desires to keep his records
in such a way as to show the profits on consignments separate from the profits
on ordinary sales. Assuming that he does wish to make such a separation, the
entries on his books would be made as follows:

Consignment out—Burton Company..........................
Merchandise consigned...........................................
To record the cost of goods (described) consigned
to the Burton Company.
Consignment out—Burton Company..........................
Cash...........................................................................
To record the payment of freight on consigned
goods. This entry would be made from data
shown by the freight bill.
Cash...................................................................................
Consignment out—Burton Company..................
To record the net proceeds of the consignment.
This entry would be made from the data shown by
the account sales rendered by the consignee.
Consignment out—Burton Company...........................
Profits on consignments..........................................
To record the profit on the consignment, as shown
by the balance of the consignment-out account.

$300.00
$300.00

11.00

11.00

450.75
450.75

139.75
139.75

The consignment-out account would now appear as follows:
CONSIGNMENT OUT—BURTON COMPANY

Cost of goods consigned. .
Freight................................
Profit...................................

$300.00
11.00
139.75

Net proceeds.....................

$450.75

$450.75

$450.75

The merchandise-consigned account should be closed to purchases, as a
reduction of the cost of goods remaining for sale through the ordinary channels.
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If the consignor desires to show the expenses deducted by the consignee, he
may make the entry for the proceeds as follows:
Cash...................................................................................
Consignment out—Burton Company (expenses)....
Consignment out—Burton Company (commission)..

$450.75
18.00
156.25

Consignment out—Burton Company (gross sale)................. $625.00
If the entry for the proceeds is made in this way, the account will appear as
follows:
CONSIGNMENT OUT—BURTON COMPANY

Cost of goods consigned. .
Freight................................
11.00
Consignee’s expenses........
18.00
Consignee’s commission...
156.25
Profit.............................
139.75

$300.00

Gross proceeds. $625.00

$625.00

$625.00

If the consignor does not care to show the profits on consignments separate
from the profits on ordinary sales, he will record the transactions as follows:
Consignment out—Burton Company.......................... $300.00
Consignment sales...................................................
$300.00
Memorandum entry for cost of goods consigned.
Freight out.......................................................................
11.00
Cash..........................................................................
11.00
Freight paid on consigned goods.

When the account sales is received, the consignor will reverse the memoran
dum entry for the consignment and make an entry for the sale, as follows:
Consignment sales........................................................... $300.00
Consignment out—Burton Company..................
$300.00
To reverse memorandum entry for cost of goods
consigned.
Cash...................................................................................
450.75
Sales...........................................................................
450.75
To record the net proceeds of the consignment.
If the consignor desires to record the expenses of the consignment, for statisti
cal purposes and to show the gross price at which the goods were sold by the
consignee, he may make an entry which will include the expenses and selling
price as reported by the consignee, as follows:

Cash...................................................................................
Expense.............................................................................
Commissions to consignees............................................

$450.75
18.00
156.25

Sales............................................................................................. $625.00
The consignee, upon receipt of the goods, may make a memorandum debit
and credit entry, but his purposes will be as well and more easily served by
opening a consignment-in account and entering a description of the merchan
dise received without entering any money values.
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When he incurs expenses he will make entries as follows:
Consignment in—Jones Mfg. Co..................................
$18.00
Cash...........................................................................
To record payment of (stating nature of expense)
When the goods are sold an entry will be made as follows:
Cash................................................................................... $625.00
Consignment in—Jones Mfg. Co..........................
To record sale of consigned goods.
The commission will be taken up as follows:
Consignment in—Jones Mfg. Co..................................
Commissions earned................................................
To record commissions earned on sale of consigned
goods.

$ 18.00

$625.00

$156.25

$156.25

The proceeds will be remitted together with an account sales, and the follow
ing entry will be made:
Consignment in—Jones Mfg. Co.......................... $450.75
Cash...........................................................................
$450.75
To record remittance of cash in final settlement of
consignment, as shown by account sales.

The consignment account on the consignee’s books will then appear as
follows:
CONSIGNMENT IN—JONES MFG. CO.

Description of merchandise
received:
Expenses paid.................... $ 18.00
Commission........................
156.25
Net proceeds remitted....
450.75
$625.00

Gross proceeds..................

$625.00

$625.00

The two accounts mentioned in the question, namely, “Consigned goods
unsold $98,425.00” and “Consignor's account for unsold goods $98,425.00,”
might properly appear in the books of the consignee as the offsetting memoran
dum accounts mentioned as one method of recording the receipt of the goods
instead of merely making a memorandum of the nature illustrated in the pre
ceding account. But the balances of these accounts should not appear in the
balance-sheet. The goods do not belong to the consignee, and he has no lia
bility to the consignor.
No. 8 (8 points):
Draft with illustrative entries (a) form for computation of unexpired insur
ance, (b) form to provide the proper amount for monthly entry on the books of
bank discount on loans. From your illustrations provide the journal entries for
charging the proper expense accounts and for carrying forward, or setting up,
the balance of the asset or the liability, as the case may be.
Answer:
The insurance register, from which could be obtained the distribution of the
insurance expense by years, might be drawn up in the following form:
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Insurance Register
Date of policy
Jan. 1, 1924
Jul. 1, 1924
Expiration

Jan. 1,1927
Jul. 1, 1927

No. of policy
139,638
173,627

Name of company
Hartford
Aetna

Policy

Premium distribution
1924
1925
1926
$50
$50
$50
20
40
40

Total
$150
120

$18,000
12,000

Property
Building
Machinery

Entries would be made as follows:
Jan. 1
Unexpired insurance...............................................
Cash..................................................................
To record the payment of premium on a threeyear policy on building.
Jul. 1
Unexpired insurance...............................................
Cash..................................................................
To record the payment of premium on a threeyear policy on building.
Dec. 31 Insurance..................................................................
Unexpired insurance.......................................
To record expiration of insurance premiums
during the year ended December 31, 1924,
in the amount shown by the insurance register.

1927
$20

$150.00
$150.00

120.00
120.00

70.00
70.00

The question relative to discount on bank loans may have been intended to
call for the bank records required for a proper distribution of its earnings, but it
will be noted that the question calls for entries for “charging the proper expense
accounts.” Since the account on the bank’s books would be an income
account, the question is interpreted as requiring a record to be kept by the
borrower. This record might be kept in the following form.
Bank Loan Register
Date of paper Date discounted
Payee
Maker or acceptor
Due
Jan.16
Mar. 16
Jan.16
Ourselves
First Nat’l Bk.
Jan.16
Jan. 16
Mar. 16
Ourselves
John Doe

Discount
rate

Amount

Total

Jan.

6%
6%

$6,000.00
1,200.00

$60
12

$15
3

Discount
Feb.

$30
6

Mar., etc.
$15
3

Discounted
with
First Nat’l Bk.
First Nat’l Bk.

The foregoing entries mean: On January 16 we drew our own note in favor
of the First National bank, for $6,000.00 and discounted it at 6%. The note
runs for two months (months having been used in the illustration instead of
days, in order to avoid complicating the illustration by odd amounts of monthly
distributions for discount charges), and the discount is apportioned as follows:
one fourth to January, one half to February and one fourth to March.
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On January 16 we received a note signed by John Doe, without interest, due
in two months. This note was discounted on the same date. The discount is
apportioned in the same ratios as were applicable to the note payable.
This form is thus found to be adaptable to the discounting of notes payable
or notes and acceptances receivable.
The entries occasioned by the transactions illustrated are shown below.
The treatment of the deferred charge is somewhat different from that used in
unexpired insurance, the two methods being equally adaptable to both insur
ance and discount, but both being illustrated here in order to show the alterna
tive methods.
Jan. 16. Cash.................................................................................. $5,940
Bank discount.................................................................
60
Notes payable.........................................................
$6,000
To record the discounting with the First National
bank of our two-months note.
Jan. 16. Notes receivable..............................................................
1,200
John Doe..................................................................
1,200
To record the receipt of a two-months note dated
today, from John Doe.
Jan. 16. Cash..................................................................................
1,188
Bank discount.................................................................
12
Notes receivable discounted..................................
1,200
To record the discounting today of the note re
ceived from John Doe. Discounted at First
National bank.
Jan. 31. Bank discount prepaid....................................................
54
Bank discount.........................................................
54
To set up the deferred charge of bank discount at
January 31, paid in advance.
Jan. 31. Profit and loss..................................................................
18
Bank discount.........................................................
18
To close to profit and loss the discount expense for
the month.
Feb. 1. Bank discount..................................................................
54
Bank discount prepaid...........................................
54
To reverse the entry made January 31 deferring
bank discount paid in advance.
No. 9 (8 points):
During the course of an audit of a manufacturing concern, the owner states
to you that on account of extensive repairs the building has been maintained in
perfect condition and, in fact, was in better condition at the close of the year
than at the beginning and therefore no depreciation should be written off in the
year. State what your position, as auditor, would be toward the owner and
with respect to the accounts on the books, giving your reasons. State, also,
what your position would be with reference to a balance-sheet certificate.
Answer:
The auditor should explain to the client that ordinary repairs can not make
a building last forever, and that operations should be charged with costs of two
kinds: first, the costs of ordinary repairs, which keep the building in usable
condition, but do not stop what has been called the inevitable march of all
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fixed assets to the scrap heap, and, second, the depreciation provision against
the time when the building will have to be replaced or when extraordinaryrepairs will have to be made.
When extraordinary repairs are made which extend the life of the building
beyond the estimate which was based on the assumption that only ordinary
repairs would be made, these extraordinary repairs can properly be charged to
the reserve for depreciation. Therefore, if the extensive repairs said to have
been made during the year include repairs which can properly be regarded as
extraordinary, such extraordinary items can be charged against the reserve.
That is to say, instead of charging all of the repairs made to expense during the
year, the ordinary repairs only need be charged to expense. A depreciation
provision should be made, and extraordinary repairs can be charged against
this provision. It is possible, therefore, that after setting up the depreciation
provision for the year (upon which the auditor should insist) enough of the
repair expenditures made during the year might be properly regarded as extraor
dinary and hence be charged to the reserve so that the net profit as finally
determined on the basis of correct methods might be equal to the profits which
would be shown if the client’s incorrect ideas were adopted. But whether this
is the case or not, proper provision should be made for depreciation.
An unqualified certificate must not be given unless depreciation is provided.
If no provision is made, the balance-sheet certificate would have to include a
qualification stating that the valuation of the building and the amount of the
surplus were subject to accrued depreciation not taken up on the books.
No. 10 (8 points):
What attitude should an auditor take with respect to the refusal by the of
ficers of a corporation to produce its minute-book for inspection in a balancesheet audit which is being made for the first time, although the corporation has
been in existence for ten years. Explain fully.
Answer:

The refusal of the officers to produce the minute-book for the auditor’s
inspection can be met by only one answer—a qualification of the certificate to
the effect that all values stated therein are subject to such qualifications as
might have been found necessary upon an examination of the minute-book,
access to which was refused. It is almost impossible to list the various matters
upon which light is thrown by the minute-book, but they include the authoriza
tion of the valuations of property accepted in payment for stock, the cancella
tion or transfer of subscriptions, the authorization of officers’ salaries, appro
priations of surplus for special purposes, authorizations of contracts creating
liabilities not disclosed by the books, unrecorded declarations of dividends,
creations of contingent liabilities through purchase commitments, pending liti
gations, authorizations of bond issues, contracts for repurchase of the capital
stock and authorizations of bonuses.

No. 11 (8 points):
Discuss your position, as auditor, in the following instance:
It has been customary for a certain concern to hold open its books at the end
of the year for, approximately, fifteen days and mark back, as of the closing
date, sundry transactions occurring in the interim, consisting of the collection of
open accounts and cheques drawn in payment of purchase and expense bills
bearing date prior to the end of the year.
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Answer:
This practice results in a misstatement of the accounts receivable, the ac
counts payable and the cash. It does not, of itself, result in a misstatement of
purchases and expenses, because these should be, and presumably were, placed
on the books prior to the end of the year. Of course, if no record of the pur
chases and expenses is made until payment after the close of the year, the
auditor should see that correct accruals are made and correct provisions for
liabilities taken up.
If possible the amount of cash thus received and entered as of a prior date
should be ascertained, and the amount thereof added back to the receivables
and deducted from the cash, and the amount of the cheques drawn after the
first of the year should be added back to the accounts payable and to the cash.
The first of these amounts is usually easy to determine, but the amount of
cheques actually drawn in January but dated as of December 31st, is not so
easy to determine because there is no positive method of determining which
cheques dated December 31st were actually delivered on that day and which
were held for future delivery pending the receipt of sufficient cash to cover.
If the amounts can be ascertained and the balance-sheet corrected accord
ingly, this should be done. If the amounts can not be determined, or if only
the amount of the receipts improperly recorded can be determined, the com
ments and the balance-sheet certificate should contain adequate mention of the
company’s practice and of the ascertained facts as to amounts.

No. 12 (10 points):
The directors of a certain corporation submitted a statement to its bank in
which the net income for the year was shown to be $115,000.
You are engaged by the bank to audit the books of account and records of
this corporation for the purpose of verifying the net income as shown by the
statement.
Your audit discloses the following facts which were not taken into considera
tion:
(a) There was no provision for depreciation, amounting to $27,500;
(b) Dividends of $12,500, on preferred stock, were payable on the day fol
lowing the closing of the books;
(c) Machinery, manufactured by the company for its own use, had been
charged to plant account at market prices;
(d) In accordance with the terms of a trust deed, under a bond issue,
$15,000 should have been credited to a sinking fund; and
(e) There was included in the net income, reported by the directors, $18,000 derived from transactions apart from the usual business opera
tions of the company.
State in what respects the net income, as reported by the directors, is incor
rect and explain how each of the above items should be treated on the books of
the corporation at the closing date.
Answer:
(a) The income was over-stated by $27,500.00, assuming that this was the
correct amount of the depreciation for the year. This should have been re
corded by a debit to revenue and a credit to a reserve for depreciation.
(b) The income was not affected by the fact that dividends on preferred stock
were payable on the day following the closing of the books. Dividends, even
on preferred stock are not an expense. The balance-sheet, however, should
show the liability, which should have been set up by a charge to surplus, assum
ing that the dividend had been declared prior to closing. If the dividend had
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not been declared, the accrued dividend should be indicated on the balancesheet either by a division of the surplus or by a footnote.
(c) There is no objection to putting machinery, manufactured by the com
pany for its own use, on the books at market prices provided the credit for the
excess of market over cost is credited to a reserve. But it is incorrect to credit
the excess to surplus or to current profit-and-loss.
(d) The trust deed was poorly worded; it should have required the crediting
of a sinking-fund reserve and not a sinking fund. A fund is an asset, and it can
be created only by setting aside cash or other assets; it is the sinking-fund re
serve which is created by the credit. But waiving this technicality, the credit
of $15,000 to a sinking-fund reserve should have been offset by a charge to
surplus as an appropriation of surplus, and not to profit-and-loss as an expense.
Certainly it should not be ignored; the bond holders are entitled to have the
requirements of the trust deed observed, and the bank is entitled to know that
there are certain obligations which require an appropriation of a part of the
proceeds of the profits.
Incidentally, it is possible that income earned on the assets in the sinking
fund has been credited directly to the reserve without having been passed
through the profit-and-loss account. If this has been done, the books should
be corrected accordingly by returning the income from the reserve account to
profit-and-loss, and then by making the reserve provision by a charge to surplus.
(e) Income of an unusual or extraneous nature should be credited directly to
surplus, not shown as part of the company’s income from regular operations.
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